
 

 
July 31, 2008 
 
Mary Nichols, Chairperson 
California Air Resources Board 
1001 I St., P.O. Box 2815 
Sacramento, CA  95812 
 
RE: AB 32 Draft Scoping Plan – AB 32 Program Design 

 
Dear Chairperson Nichols and Members of the Board: 
 
In this letter, we provide comments on the cap-and-trade component of the draft Scoping Plan.   
 
Introduction 

 
The draft plan contains provisions for a state and possible region-wide cap-and-trade program 
that would work together with other regulations to reduce global warming pollution. The plan 
appropriately recognizes that cap-and-trade is not a silver bullet; cap and trade accounts for 20 
percent of the needed reductions, while the remaining 80 percent will come from direct 
regulations. UCS has significant concerns with two important cap-and-trade design elements: 
insufficient auctioning of pollution allowances and the overuse of compliance offsets. 
 
The draft Scoping Plan implies that the agency is considering auctioning less than half of the 
pollution allowances under a cap-and-trade system initially. Yet cap-and-trade systems work 
best when as many pollution allowances as possible are auctioned. Giving them away can 
create windfall profits for polluters and reduce opportunities to use auction revenue for 
investments in consumer protection and emission reduction efforts that fall outside the reach of 
the cap. 
  
The draft plan suggests a too large a role for compliance offsets in AB 32 implementation.  The 
suggestion that firms regulated under a cap-and-trade system could cover up to 10 percent of 
their emissions through offsets creates the disconcerting possibility that cap-and-trade would 
fail to produce any reductions in the capped sectors that are the program’s primary target.  
Moreover, the draft plan proposes no geographic limits or other means to prioritize projects in 
California, creating the likelihood that some emission reduction projects would be outsourced 
under the proposed approach to offsets. This would be a missed opportunity and counter to AB 
32’s call for benefit maximization for the people of California. Carefully designed limits on 
offsets are important to construction of an effective cap-and-trade program and will promote 
investment in clean air, clean energy and greater energy security in California.  
 
Cap-and-Trade Proposal Needs Strengthening 

 
The draft Scoping Plan provides a strong set of sectoral policies to do much of the “heavy 
lifting” to reach the state’s 2020 and 2050 goals.  With approximately 80% of the reduction 



 

 

coming from other measures, the draft Scoping Plan uses a broad cap-and-trade program to 
sweep up the last increment of reductions and to provide enhanced certainty that the needed 
economy-wide reductions will be achieved.  The draft plan provides a cogent explanation of 
how sectoral polices can work in harmony with cap-and-trade as part of an economy-wide 
effort.  In this way, the draft Scoping Plan advances the state of the art. 
 
Though cap-and-trade is not a silver bullet, a well designed program could be a useful 
component in AB 32 implementation.  Global warming has been called “the greatest market 
failure the world has ever seen” because markets currently ignore the costs imposed by the 
heat-trapping emissions that arise from our production and consumption choices. A cap-and-
trade program would put a price on those emissions. This would “internalize” pollution costs, 
providing an incentive to find the most effective and affordable solutions for global warming.     
 
We have two major concerns about the proposed cap and trade structure. First, the proposal 
gives an overly expansive role for compliance offsets, undermining the integrity of the cap and 
the ability of CA to capitalize on the co-benefits of investment in clean technologies. Second, 
the proposal does not go nearly far enough with respect to auctioning as a method of 
distribution for allowances.  The draft plan implies that auctioning will start at less than 50 
percent. 
 
Need for Effective Limits on Compliance Offsets 
The outlines of a cap-and-trade program presented in the draft Scoping Plan are a step in the 
right direction, but there is substantial room for progress.  Our greatest concern stems from the 
overly expansive role for compliance offsets that the draft plan proposes.  The use of 
compliance offsets should be limited to a small fraction of the emission reductions that the cap 
and trade program is expected to achieve.  Using a “limit” of ten percent of a firm’s total 
emissions could allow 100 percent of the reductions from cap and trade to be achieved through 
offsets.*  Potentially all of the reductions that cap-and-trade seeks to achieve could be done 
through offsets, and no emission reductions whatsoever would necessarily occur in capped 
sectors. This would undermine what should be a guiding principle of cap-and-trade design: the 
program should yield meaningful reductions in capped sectors.   
 
UCS supports a quantitative limit on offsets to be set at no more than 10 percent of estimated 
reductions from cap and trade.  Whereas 10 percent of emissions implies that up to 40 million 
metric tons of reductions of carbon dioxide equivalent could be achieved through compliance 
offsets in 2020, a limit of 10 percent of reductions would imply an upper bound of about 3.5 
million metric tons of carbon dioxide equivalent for offsets, or about one percent of allowances. 

                                                 
* The draft Scoping Plan suggests that “a limit on offsets, such as 10 percent of the compliance obligation for an 
individual firm, would allow [C]ARB and WCI to test the viability of the offsets system while limiting the risk 
that unconstrained offsets could weaken the stringency of the overall cap-and-trade program” (p.19).  The term 
“compliance obligation” could be interpreted in different ways.  CARB has defined compliance obligation as 
“emissions.”  The WCI has defined the term as allowances. Because the preliminary 2020 cap level within the cap-
and-trade program is 365 MMT of CO2e (million metric tons of carbon dioxide equivalent) and this determines the 
quantity of allowances that the program would create—CARB’s suggested limit implies that up to 40 MMT of 
reductions could be achieved through compliance offsets in 2020. Yet the cap-and-trade program is only tasked 
with achieving 35.2 MMT of reductions in the overall plan. 



 

 

 
Additionally, though the Scoping Plan suggests that CARB might allow offsets to be used to 
comply with direct regulations, we urge CARB to state that offsets will not be necessary for 
compliance with any of the direct regulations included in the Scoping Plan. 
 
Ineffective limits on compliance offsets such as those included in the draft Scoping Plan could 
lead to large outflows of capital through the outsourcing of emission reduction projects and 
related losses in economic and environmental benefits for the people of California.  In contrast, 
carefully designed quantitative and geographic limits will demonstrate the benefits of climate 
action and will allow the Golden State to become a model of climate action, thereby inspiring 
action throughout the world.  Effective limits on compliance offsets will promote: 
 

• Clean air and public health benefits from investments in global warming solutions  

• The realization of benefits from clean-tech investments and innovation in key (capped) 
sectors  

• Meaningful reductions in high-emitting capped sectors and avoidance of costly lock-in 
of long-lived fossil-fuel technology  

• The preservation of the option of linkage to other cap-and-trade programs that have 
chosen to limit offsets. 

 
We provide additional information below on the potential co-benefits of limited offsets. 
Carefully limited offsets: 

 

• Provide clean air and public health benefits for residents of California and the West. 
While reducing global warming pollution offers valuable climatic benefits in its own 
right, it will also provide many other important environmental benefits. When 
electricity providers, oil and gas companies, and other industrial sources reduce the 
amounts of global warming pollution that they produce, Californians will be exposed to 
lower levels of conventional smog-forming and toxic air pollutants as well. This 
improved air quality will in turn lead to better public health, lower health care costs, and 
higher levels of worker productivity and student performance.  If offsets are allowed 
from anywhere in the world, which would be equivalent to the outsourcing of emission 
reductions project, then valuable health benefits will be lost.   

 
At present, Californians are quite literally dying from dirty air.  The state has three of 
the five most polluted air basins in the country and the Los Angeles air basin has the 
worst year-round small-particulate pollution and the worst ozone levels in the country. 
CARB estimates that the policies cited in its draft Scoping Plan would reduce nitrogen 
oxides (NOx) emissions by 50 tons per day and the most dangerous kind of particulate 
matter by 10 tons per day. These reductions, according to CARB estimates, would result 
in 340 premature deaths avoided and a range of other public health benefits, with a 
combined economic value of $1.5–$2.4 billion in 2020. The Natural Resources Defense 
Council, which recently released its own assessment, concludes that the improvement in 
air quality and reduction in health care costs would be even larger, preventing more 
than 700 premature deaths and saving $3.2–$5 billion in 2020. 



 

 

 

• Spur clean-tech investment, green-job development, and innovation. A 2004 survey of 
venture capitalists by Environmental Entrepreneurs found that one of the main reasons 
why they are motivated to invest in California’s clean-technology industry is the state’s 
strong climate policies. As a result, that sector is surging. In 2007, California garnered 
45 percent of North America’s venture capital investment in clean-energy technologies, 
or $1.8 billion, up from $1 billion in 2006. California last year attracted more venture 
capital in clean tech than did all of Europe combined. Carefully designed offset limits 
will help maintain this momentum, thereby preserving the rates of investment and 
innovation in California’s clean-tech industries that will be the foundation of the 
future’s low-carbon economy.  

 
By contrast, overly permissive offset policies would shift emissions reductions from 
capped sectors to other sectors or to other geographic areas. Investor expectations on the 
future profitability of technological advances in the capped sectors would be reduced, 
thereby depressing investment. Moreover, the learning-by-doing and economies of scale 
that come with increased utilization would be lost. California’s competitive advantage 
in the rapidly growing clean-tech global market should not be squandered; it makes 
much more sense to prioritize investment and innovation in clean tech—within the 
state, as opposed to essentially outsourcing—to take advantage of present opportunities.  
Another related ancillary benefit that results from progress toward a clean energy future 
is reduced reliance on imported fossil fuels, greater insulating from volatile oil and gas 
markets and  improved energy security.  

 

• Ensure meaningful reductions and avoid lock-in to higher-emitting capital. The broad 
reach of the cap-and-trade program proposed in the draft Scoping Plan means that 
almost all fossil-fuel combustion (in transportation, electricity generation, and other 
industrial activities) will be capped. Carefully designed offset limits promote 
technological changes in capped sectors by forcing emissions reductions within those 
sectors instead of diverting the reductions to other sectors of the economy or to other 
geographic areas. The draft plan recognizes this important objective, stating that 
“[C]ARB is considering limiting the use of offsets… to help ensure a significant portion 
of required reductions come from within the state and within the regulated sectors” (p. 
44).  

 
However, the suggested quantitative limit does not square with this objective, as it 
implies that all of the reductions produced by capped sectors could come through 
offsets. The draft plan’s suggested allowable quantity of offsets (40 MMT) is actually 
greater than the reductions that the program is designed to achieve (35.2 MMT). With 
such an offset policy, opportunities for promoting investment in clean technology could 
be lost, resulting in costly lock-in to high-emitting capital that would make the eventual 
task of curtailing emissions far more expensive in the short timeframe we have left to 
avoid dangerous climate change. 

 



 

 

• Preserve the option of linkage to other cap-and-trade programs that have chosen to limit 
offsets quantitatively. But linkage is unlikely in the absence of harmonization with 
those programs’ offset policies. The European Union Emission Trading Scheme in 
particular has signaled its intention to sharply curtail offsets in order to ensure that cap-
and-trade provides the necessary impetus for a transition to a clean-energy future.  

 
Support for 100% Auctioning of Allowances 
UCS supports 100% auction as the preferred method of distribution for allowances under the 
cap.  This position reflects the principle that the public owns the sky and that the pollution that 
causes global warming should have a price.  
 
The draft plan does not go nearly far enough with respect to auctioning as a method of 
distribution for allowances.  The draft plan implies that auctioning will start at less than 50 
percent.  While it suggests that auctioning will increase over time, the draft only commits to 
achieving a “majority” by auctioning in 2020.  UCS recommends auctioning 100% of 
allowances.  At a minimum we would hope that the final Scoping Plan will call for auctioning 
to be the primary method for distributing allowances from the outset and that it will call for a 
quick transition to 100% auctioning.  
  
By distributing allowances via auctions, we can: 
 

• Avoid Windfall Profits to Polluters  

The allowances created under a tight cap are a valuable, scarce commodity that 
commands a market price.  The European experience under cap-and-trade has shown 
that free allocation leads to windfall profits in competitive markets.1  Giving away 
allowances to covered emitters does not protect consumers from price rises in 
competitive markets.  Electric utilities and other covered emitters in Europe have been 
able to raise prices to consumers to reflect the market value of the allowances, even 
though they received them for free.  The total value of allowances will far exceed the 
adjustment costs that business may face, and this is why unfair windfall profits result 
from giving away allowances.  The National Commission on Energy Policy explains 
how windfall profits can come about: “Economic analysis and experience with Europe’s 
trading system suggests that energy companies can and will pass most program costs 
through to consumers and businesses at the end of the supply chain. If the same 
companies get a large allocation of free allowances, the value of those allowances is 
likely to substantially exceed any actual net costs they incur as a result of the policy.”  

 

• Offer an Efficient Source of Revenue for the Public Benefit 

Revenue gained from auctioning permits enhances economic efficiency because it is 
gained by correcting the “externality” that has been associated with the lack of a cost 
for emitting global warming pollution.  The revenues generated by an allowance auction 

                                                 
1 Two recent reports have documented and explained the occurrence of windfall profits in the European Union’s 
Emission Trading System.  These are: (i) National Commission on Energy Policy, 2007, Allocating Allowances in 

a Greenhouse Gas Trading System (ii) Deutsche Bank Research, March 2007, EU Emissions Trading: Allocation 

Battles Intensifying. 



 

 

can be used to invest in emission reductions outside of the cap-and-trade program, in 
particular measures that will assist energy consumers.  It is particularly important the 
lower income households not endure disproportionate impacts, as these are the most 
economically vulnerable households.  CARB lists a number of appropriate possible uses 
of revenue generated under AB 32 in the draft plan.  
 

• Reward Early Action 

A policy of 100 percent auction will reward those who have taken early action to reduce 
their emissions. Businesses that create less global warming pollution per unit of 
production would have to purchase fewer allowances, placing them at a competitive 
advantage. By contrast, a system that allocates free allowances based on emissions 
could fail to reward these “good” actors.  
 

• Create a Level Playing Field 

Auctions allow new firms entering the market to compete on a fair and equivalent basis 
with existing firms, with the same access to allowances.  
 

• Help Create Administrative Simplicity and Lower Transactions Costs 

Allocating allowances for free would set in motion a time-consuming and costly process 
of lobbying and negotiation over which businesses, institutions, and individuals would 
get how many allowances.  

 

• Support a Transparent, Well-functioning Market and Price Discovery 

The auction of allowances is an effective way to provide clear, timely information about 
the market value of these allowances, which helps firms make informed decisions about 
future production and investments.  Moreover, auctioning should contribute to lower 
price volatility.  Suppliers of allowances (those who may have received or purchased 
excess allowances) can be late in entering the market, or they may simply hold onto 
their excess allowances as a hedge against the possibility that allowance prices might 
rise in the future.  On the other hand, those who need to buy allowances (the 
“demanders”) would tend to enter the market first and place an immediate value on 
allowances. This can quickly create a price spike due to a mismatch in market 
information. Once suppliers see the high price, they may enter the market in large 
numbers, causing a price crash. This kind of scenario and the resultant price volatility 
have been observed in the EU ETS context.  Price stability and early price discovery 
will be important to developing a successful, smoothly operating market.  

 
The design of a California cap-and-trade program can benefit from lessons learned from the 
experiences of other similar programs. When the European Union launched its Emissions 
Trading System in 2005, virtually all the allowances were distributed for free. In the U.K., this 
lead to electric power generators reaping windfall gains of about $2.5 billion in 2005. A World 
Wildlife Fund report estimates that in Germany windfall profits in the electricity sector will 
range from $46 billion to $94 billion by 2012.  In contrast, as ten states in the U.S. Northeast 
prepare to launch the Regional Greenhouse Gas Initiative (RGGI) in January 2009, almost 
every state that has decided how to distribute allowances under the program has wisely opted 



 

 

for 100 percent auctioning of emission allowances.  The minimum amount of auctioning that 
will occur under RGGI is 90% in Maryland.   
 
Free allocation does not dampen price effects; auctioning does not increase allowance prices.  
The European experience with emission trading has shown that regulated entities will pass 
along the value of an allowance, the opportunity cost of not selling it, when possible regardless 
of how it was acquired.  Allowance prices will reflect the number of allowances and the 
underlying demand for allowances, which in turn will reflect the relative ease of making 
reductions.  And it is this allowance price that is independent of the method of allocation that 
will determine the opportunity cost associated with using a permit.  How to understand this 
intuitively?  Consider the cost of a ticket to the World Series.  Would you expect a scalper to 
sell a ticket to you for a lower price if s/he got it for free?  Almost certainly not.  Therefore, the 
public interest will be served by auctioning allowances and using this revenue for the benefit of 
consumers. 
 
UCS supports 100% auction in the electricity sector, which is a patchwork of publicly or 
consumer-owned utilities and investor-owned utilities operating under cost-of-service 
regulation.  Auction revenue can be substantially returned to consumers via the utility that 
serves them for investments in efficiency and other investments that reduce the pollution that 
causes global warming.  NRDC/UCS have conceptualized a “use it or lose it” approach to 
revenue recycling that returns some auction revenue to the service area from which it 
originated, thereby avoiding geographic wealth transfers.  
 
Scope 
UCS supports a broad cap-and-trade program including transportation fuels from the start. 
There are at least four advantages to a broad scope for cap-and-trade that includes 
transportation fuels.   

1. It extends a hard cap across a much larger part of the economy. 
2. The price response increases over time and is significant in the long run.   
3. A larger market with more actors will be more resistant to attempted manipulation.  
4. Encourages efficiency via a consistent price signal across all high emitting sectors. 

 

• Creates a specific quantitative cap for a key sector   

An advantage of including transportation fuels is that it extends a hard cap to this 
important sector.  This feature can be contrasted with other policies that can improve 
energy intensity but do not guarantee a particular level of reductions.  

 

• Provides the right long run incentives   

The long-term price response can be expected to be significant.  In a recent working 
paper that he submitted to the WCI, UC Berkeley Professor Lee Friedman makes the 
point that with the increasing availability of alternate fuels, both the long run and short 
run elasticity should increase over historical experience.  We add that the addition of 
public transit options would have the same effect, making it easier for people to change 
their behavior in response to a change in prices.  In the long run, including transport 
fuels can play a useful role in contributing to smart growth.  In this way, including 



 

 

transportation fuels can contribute to putting us on a path to meeting our long run 
objectives.  2020 is an arbitrary milestone along in a longer journey toward much 
deeper reductions.  Moreover, including transportation in cap-and-trade program early 
on when the reductions are more modest could help keep costs relatively low in these 
initial years.   

 

• Creates a more secure market  

The larger market would make market manipulation more difficult as more players and 
more allowances would be involved. 

 

• Efficient investment across sectors.   

As the Cal EPA Market Advisory Committee (MAC) observed, a program with 
comprehensive coverage of all major emitters will send a price signals across all 
relevant sectors of the economy.  This will encourage efficient investment decisions.  
There is also an element of fairness in equal treatment (i.e. inclusion) of all high 
emitting sectors.   

 
Though we present these arguments for including transportation fuels, we cannot emphasize 
strongly enough that the most cost effective strategy for achieving significant emissions 
reductions will combine inclusion of the transportation sector in a cap and trade program and 
complementary policies such as low carbon fuel standards, light duty vehicle efficiency 
standards, heavy duty efficiency improvements, anti-idling enforcement, alternative fuel 
promotion, and specific smart growth policies. 
 
Cap Level within Cap-and-Trade 
The draft offers a preliminary recommendation for the 2020 cap level: 365 MMT for capped 
sectors. Our initial assessment suggests that such a cap level would provide a good foundation 
for achieving AB 32’s mandated reductions for the economy as a whole.  We urge CARB to 
ensure that the initial 2012 cap is set below 2012 BAU projections and is based on emission 
levels in some year prior to 2008. Given problems of over-allocation in previous cap-and-trade 
programs (RECLAIM, EU ETS Phase 1, possibly RGGI), this is a crucial decision.  
 
The proposal from the WCI recommends that the level of the cap for the first compliance 
period be set at the level of emissions expected in 2012 under a business as usual scenario, 
meaning that capped entities could avoid any emission reductions through 2012. This raises 
great concerns.  The path to the 2020 reductions will be smoothed by getting started on the task 
as early as possible.  There is no time to waste. 

 
Incentives for Expansion of the Voluntary Renewables Market 
UCS supports an “off-the-top” rule similar to that included in RGGI to ensure that voluntary 
renewable energy generation and purchases will result in global warming emission reductions.  
We support the proposal put forth by CEERT and CRS on this topic:  “With this approach, 
providers of voluntary renewable energy products (such as utilities with voluntary green pricing 
programs, competitive marketers of renewable electricity or RECs, individuals and 
organizations who generate some or all of their own electricity demand using onsite renewable 



 

 

generation technologies) will notify the Program Administrator of their projected voluntary 
demand for the upcoming year.  The Program Administrators will convert the MWh sales 
projection to tons avoided carbon dioxide and remove this quantity of allowances from the 
entire pool available.  Each year, parties providing voluntary renewable energy would 
document their actual sales or generation and the Program Administrator would retire a 
commensurate amount of allowances. At the end of the allowance compliance period, any 
difference between projected renewable energy sales and actual renewable energy sales would 
be trued up.  As the market for renewable energy is a regional and national market, each state 
should adopt consistent policies in order to not create barriers or market anomalies that reduce 
the incentive for the development of new renewable energy facilities. There should be no caps 
on the amount of allowances available for the voluntary renewable market.” 
 
Reporting, Monitoring, and Enforcement 
While we understand that the Scoping Plan development process is a large undertaking and in 
this context it is reasonable to expect that some details will remain undecided, the extent to 
which the cap-and-trade program does its job will depend on many specific yet to be decided 
with respect to enforcement, monitoring, and how AB 32’s "no back sliding" provisions for 
market mechanisms will be guaranteed.  These are just a few important areas where much more 
work needs to be done.    
 
Finally, because of the magnitude of the emissions reductions called for under AB 32 and the 
varying levels of certainty attributable to each emissions reduction program, we call on CARB 
to develop a total set of emission reduction programs that will reach the AB 32 cap while 
taking into account that possibility that some programs may fall short as to their expectations.  
The broad scope of the proposed cap-and-trade program reduces the risk in this regard.  
Nonetheless, CARB should address the role of uncertainty and how unexpectedly high 
emissions in uncapped sectors such as forestry and agriculture would be managed.    
 
 


